This paper investigates the effect of economic policy uncertainty in the United States on stock market performance in Canada and Mexico. Using monthly returns of the Canada S&P/TSX-300 Total Return Index from 1985:2 to 2012:5 and Mexico SE Total Return Index from 1988:1 to 2012:5, this study shows that the increased changes in economic policy uncertainty in the US negatively affect stock market performance in Canada and Mexico. Although the changes in the U.S. trade balance do not influence the effect of the changes in economic policy uncertainty in the US on the stock market performance in Canada and Mexico, the returns on the S&P 500 do have an impact on this effect. The findings suggest that stock market performance in Canada and Mexico is linked to the economic policy conditions and stock performance in the US. The implication of this finding is that market participants in Canada and Mexico do pay attention to the economic policy conditions and stock performance in the US.
I. Introduction
In attempts to better understand price and return behaviors of financial assets, macroeconomists have tried to empirically investigate the ability of various macro variables (Cochrane 1991b; Cooper & Priestley 2005; Lamont, 2000; Lettau & Ludvigson, 2001a; Menzly, Santos & Veronesi, 2004; Piazzesi Schneider & Tuzel, 2005) in predicting stock returns to complement the predictability of portfolio-based models. For instance, the predictability of uncertainty in the real economy and various economic policies on financial markets has been empirically studied. Sum (2012a) uses a vector autoregression analysis to analyze U.S. data and show that stock market excess returns negatively respond to the increased changes in economic policy uncertainty. Another study by Sum (2012b) shows that the changes in economic policy uncertainty in Europe negatively affect all stock market returns in the Eurozone, Croatia, Norway, Russia, Switzerland, Turkey and Ukraine, and the effect is statistically significant for all countries except Croatia and seven members (Bulgaria, Estonia, Latvia, Lithuania, Malta, Slovakia and Slovenia) of the European Union. Paster and Veronesi (2012) propose that government policy uncertainty is negatively associated with stock prices. Bansal and Yaron (2004) find that the falling of asset prices is a response to economic uncertainty. Bansal, Khatchatrian and Yaron (2005) find a negative linkage between asset prices and the increase in economic uncertainty. Ozoguz (2009) shows that stock prices are negatively related to higher uncertainty among investors. Dzielinski (2011) provide evidence about the drop of stock returns in the week following a high degree of economic uncertainty.
In recent decades, the world economy has become globally connected more than ever; a disruptive shockwave to an economy can travel to neighboring countries and across the globe instantly. The developments in one country can indirectly and directly affect the economies of neighboring countries and other countries around the world. The effect can be significantly strong when the transmission is originated from one of the world's leading economies; this phenomenon has been well documented in the international economic and financial transmission and spillovers literature. For instance, Forbes and Chinn (2004) report that regional spillovers are determined by trades; the authors also show that the spillovers in a given region are triggered by the largest economy, and the developments in the United States affect all regions. Becker, Finnerty and Friedman (1995) show that US news and information partially explain the spillovers between the US and UK equity markets. In addition, Ehrmann and Fratzscher (2009) analyze 50 stock markets around the world and find that stock market returns negatively respond to a tightening monetary policy in the United States. Studies conducted by these researchers (Awad & Goodwin, 1998; Chinn & Frankel, 2004; Ehrmann, Fratzscher, & Rigobon, 2011) show significant cross-border spillovers in bond yields among advanced economies including the US. Kim (2001) also shows that monetary policy shocks in the United States have a significant effect on foreign long-term yields and output.
Financial economists have studied the linkage between the international financial markets. For instance, King and Wadhwani (1990) argue that because rational agents observe and rationalize information from price innovations in other financial markets, there exists a correlation between financial markets. A study conducted by Lin, Engle and Ito (1994) shows that returns on the US stock market is interrelated with returns on the Japanese markets. Wongswan (2006) shows that stock markets in Korea and Thailand are affected by macroeconomic announcements in the United States and Japan. Hausmann and Wongswan (2011) show that international equity prices are significantly affected by surprises in Federal Reserve FOMC announcements during 1994-2005; a similar finding is documented in a study conducted by Ehrmann and Fratzscher (2006) and also reported by Ammer, Vega, and Wongswan (2008) . Ehrmann, Fratzscher, and Rigobon (2005) find that financial shocks in the Eurozone have a greater effect on bond yields in the US than the reverse. Because the size of the economy and the well-established financial markets in the United States, shocks to economic activities and other macroeconomic variables in the US are likely to affect foreign markets; this claim is supported by various empirical studies (Bayoumi & Swiston, 2007; Goldberg & Leonard, 2003) . Therefore, it is the intent of this study to investigate the effect of economic policy uncertainty in the United States on stock market performance of its neighboring countries namely Canada and Mexico.
This study is necessary because it contributes to the further understanding how financial markets of the neighboring countries respond to the shocks of economic policy uncertainty in the US. The results of this study add important information to the global financial transmission and spillovers literature. The findings from this study offer market participants useful information related to investment and risk management in the capital markets.
Method and Data
Monthly data on economic policy uncertainty in United States spanning from 1985:1 -2012:5 are obtained from the Economic Policy Uncertainty Index website located at http://www.policyuncertainty.com; this index is constructed by Baker, Bloom, and Davis (2012) . Readers are strongly encouraged to read the detailed methodology of how the index is constructed by accessing at the methodology section at the Economic Policy Uncertainty Index website located at http://www.policyuncertainty.com/methodology.html For the analysis purpose, the historical monthly returns (period percentage change) on the stock market indices are calculated; the first difference is calculated for the economic policy uncertainty index to take care of the non-stationary issue in the series. The time-varying OLS regression analyses (Equation 1 to 3) are computed for the effect of the changes in economic policy uncertainty in the United States on the stock market performance in the United States, Canada and Mexico, respectively. In order to see if changes in the U.S. trade balance with Canada and Mexico, respectively, influence the effect of changes in economic policy uncertainty in United States on the stock market performance in Canada and Mexico, the time-varying OLS regressions (Equation 4 and 5) are analyzed. Moreover, in order to see if the returns on S&P 500 index influence the effect of the changes in economic policy uncertainty in the United States on the performance of stock markets in Canada and Mexico, respectively, the time-varying OLS regression analyses (equation 6 and 7) are carried out. Finally, to examine if changes in the U.S. trade balance with Canada and Mexico, respectively, and returns on the S&P 500 index influence the effect of changes in economic policy uncertainty in United States on the stock market performance in Canada and Mexico, the last two equations (equation 8 and 9) are computed. that is the value of economic policy uncertainty index in month t less month t-1 ∆ = change in the U.S. trade balance (export -import) with Canada by taking the first difference; that is the value (in millions) of trade balance in month t less month t-1 ∆ = change in the U.S. trade balance (export -import) with Mexico by taking the first difference; that is the value (in millions) of trade balance in month t less month t-1
Results
Descriptive statistics are reported in Table 1 . The correlations among the variables are reported in Table 2 . The time-varying regression results reported in Table 3 , 4 and 5 show a statistically significant negative coefficient for the United States ( = -0.076, t = -5.14), Canada ( = -0.079, t = -5.56) and Mexico ( = -0.078, t = -2.81). When changes in the U.S trade balance with Canada and Mexico, respectively, are included in the regression analyses reported in Table 6 and 7, the regression results still show a statistically significant negative coefficient for Canada ( = -0.079, t = -5.55) and Mexico ( = -0.078, t = -2.81). The changes in the U.S. trade balance with Canada and Mexico, respectively, have no significant effect on the stock market performance in these two countries. When returns on the S&P 500 index included in the regression analyses as shown in Table 8 and 9, the regression coefficient becomes less negative but still significant at the 5% level for Canada ( = -0.023, t = -2.44); the regression coefficient for Mexico ( = -0.015, t = -0.61) becomes less negative and statistically insignificant at the 5% level. The returns on S&P 500 index fully mediate the effect of the changes in economic policy uncertainty in the United States on the stock market performance in Mexico. When changes in the U.S trade balance with Canada and Mexico, respectively, and returns on the S&P 500 index included in the regression analyses reported in Table 10 and 11, the regression coefficient is still negative and significant at the 5% level for Canada ( = -0.023, t = -2.42). The regression coefficient for Mexico ( = -0.015, t = -0.61) becomes less negative and still statistically insignificant at the 5% level. Vol. 4, No. 11; 
Conclusion
Motivated by a great deal of empirical evidence reported in the international economic and financial transmission and cross-border spillovers literature, this study investigates the effect of economic policy uncertainty in the United States on stock market performance in Canada and Mexico. Using monthly returns of the Canada S&P/TSX-300 Total Return Index from 1985:2 to 2012:5 and Mexico SE Total Return Index from 1988:1 to 2012:5, this study shows that the increased changes in economic policy uncertainty in the US negatively affect stock market performance in Canada and Mexico. Although the changes in the U.S. trade balance do not influence the effect of the changes in economic policy uncertainty in the US on the stock market performance in Canada and Mexico, the returns on the S&P 500 do influence this effect. The findings suggest that stock market performance in Canada and Mexico is linked to the economic policy conditions and stock performance in the US. The implication of this finding is that market participants in Canada and Mexico do pay www.ccsenet.org/ijef
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This study provides an important implication for equity investment and risk management. During the periods of high economic policy uncertainty in the US, investors can sell or short the stock market indices in Canada and Mexico. In contrast, during times with lower economic policy uncertainty, market participants can expect higher returns from investing in the stock markets in Canada and Mexico. For risk management implication, the findings suggest that it is difficult to diversify by investing in the stock markets in Canada and Mexico when investors are simultaneously investing in the U.S. stock market because not only do the increased changes in economic policy uncertainty in the US affect stock market performance in the US, these changes also affect stock market performance in Canada and Mexico as well.
